TheExchange TheExchange worked in conjunction with economics faculty members on research projects that are being developed into papers that will be published in notable journals. Students have also benefited from the Institute's purchase of state-of-theart databases including WRDS, Compustat, CRSP, and Thomson Financial in order to facilitate and enhance research projects and senior theses. In fact, CMC is the only liberal arts college in the country to subscribe to these databases that are used by nearly every major research university.
The FEI staff is pleased with the Institute's progress in the first year and we hope to enhance our contributions to the educational experience of CMC students. We encourage anyone interested in learning more about the FEI to contact us via phone at (909) 607-0042 or at FEI@ claremontmckenna.edu. We also invite you to come visit us in Bauer Center 321 to see the Institute's new laboratory and library. We look forward to seeing you soon! ▲
New York City Networking Trip
January [10] [11] [12] [13] [14] 2005 THE FINANCIAL ECONOMICS Institute sponsored a trip to New York City last January that allowed sixteen CMC students to visit some leading financial institutions. The students met with CMC alumni, who graciously hosted the group and provided significant first-hand knowledge of their firms and the financial services industry.
The While the stability of economic and political institutions has long been recognized as a requisite for economic growth, the authors propose it may also explain financial market volatility. To test this hypothesis, that political and economic stability can explain much of the underlying volatility observed in financial markets, the paper examines British consol returns dating back to 1729. The consol is a British financial instrument like a typical coupon bond, but with no date of maturity. In other words, the holder of a consol is entitled to periodic coupon payments by the British government for as long as the government is in place and recognizing its debt obligations.
Consequently, the price of a consol is exactly inversely related to interest rates.
The paper identifies a significant decrease in the volatility of consol returns for the period of Pax Britannica, 1816-1913, an era in which Britain was at the height of its imperial dominance. This heightened dominance reduced the uncertainty of the continuance of both the British Empire as well as its financial markets. Through regressions of historical consol returns, the authors have shown that this kind of reduced uncertainty manifests itself, in part, through reduced volatility in financial markets.
The authors separate the effects of political stability associated with the period of Pax Britannica from the effects of the period of Britain's classical gold standard . The paper shows that the gold standard was not the primary reason for the reduction in the volatility of consol returns. Instead, it gives credit to the general political and economic environment, showing that perhaps some of the stabilizing effects of the gold standard have been overestimated.
Ultimately, the paper is significant in that it takes a step towards sorting out many of the possible causes for financial market volatility and the general idea of the paper can be applied to other studies of volatility. For example, the paper notes that volatility during periods like the Great Depression may not come entirely from economic shocks as much as a general uncertainty regarding the future of the United States government and its institutions. Additionally, there is the possibility that analysis of regulation, technology change, and other sources of uncertainty could explain the underlying volatility of various markets. ▲ To estimate how much value employees sacrifice by investing their retirement savings in company stock, Meulbroek asks how great a return undiversified employee investors would need to be indifferent to holding only their employer's stock versus holding an efficiently diversified portfolio levered to a volatility equal to that of the firm's stock. Since it is reasonable to assume that even people with high risk tolerance prefer the higher expected return produced by a fully-diversified portfolio to the lower expected return of a single stock portfolio of equal risk, the value lost by failing to diversify can be estimated. The risk to return ratios of the market portfolio and a single stock portfolio would have to be equal for an investor to be indifferent between the two portfolios. From this assumption, the additional required return premium for holding company stock and, subsequently, the implied value lost over an investment period can be calculated.
Volatility in an Era
The results from analyzing a sample of over 3700 firms shows that the value lost due to under-diversification is substantial. For example, if half of an employee's wealth is invested in a firm's pension plan and 25% of the pension plan's assets are invested in company stock, over a ten-year investment horizon, an average 27% of the stock's market value will be sacrificed by failing to diversify. This figure is smaller for employees of the average NYSE firm (16%) and higher for Internet-based firms (48%). An employee with a larger percentage of pension-plan wealth in company stock, say 50% (meaning that 25% of the employee's total wealth is invested in company stock), forgoes on average 42% of the stocks value by failing to diversify. Most employees who invest their retirement savings in company stock begin doing so more than ten years before they plan to make cash withdrawals, therefore losing even more value than the numbers listed above would indicate. The figure below shows how much value is sacrificed over time for partially diversified employees holding medium-volatility company stock.
Meulbroek concludes that market value alone is a poor way for less-than-fully diversified employees to estimate the current value of their retirement savings. will overestimate the value of their retirement savings. Even if the company offers employees stock at a discount to the market price, the discount must be sufficiently large to offset the lost value of diversification. Employees should be aware of these facts as they make future savings and consumption decisions. ▲ Fifteen CMC students will visit prestigious firms in NYC to gain exposure to various job opportunities in the financial markets and to establish relationships with CMC alumni working at these companies. Applications for the trip will be available from Bauer Center 321 in October. 
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